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CALIFORNIA: LONG ON IT TECHNOLOGY 
BUT SHORT ON STATE TAX REVENUES 

Tom Lieser, Senior Economist, Director of UCLA Anderson Forecast 

Given the disruptions experienced in the recent past - a bursting technology 
bubble, a stock market purging itself of speculative excesses, fraudulent corporate 
accounting practices, and a war on terrorism still in its early stages - long-term 
forecasting is difficult. There is a strong temptation to predict a break from California's 
long-term favorable trend, particularly in view of the recent exceptional economic 
weakness that took California from 4 th place among the 50 states (personal income 
growth) in 2000, to 43 rd place in 2001. Given the slow start recorded for 2002, a further 
decline in rank could yet occur. 

However, history also has another lesson. During much of the period since World 
War II, California has been tainted with business climate issues (high taxes, Proposition 
13, budget deficits, infrastructure crises, etc.), increased congestion, high home prices, 
and major regional recessions. These perturbations have not appeared to have more than 
temporary impacts on the long-term trend toward an increasing share of national 
population, real output, and employment. Will the latest juncture be any different? 

In-Migration 

California’s share of the national population increased from 10.5% of the nation 
in 1980 to 12.0% in 1990 and 12.4% in 2000 (following an epic bust and a subsequent 
boom in the 1990s). Residual effects of the late 1990s’ boom were apparently still with 
us through 2001. The California Department of Finance estimated that net migration into 
California from both domestic and foreign origin was 374,000 in 2000 and 366,000 in 
2001. These were the two highest annual totals since 1989, and are likely to represent, to 
some extent, a delayed response to the prosperity of the late 1990s. Appendix tables to 
this chapter show prior history and projections for the future. 

The strong recent trend in net migration may also help to explain the recent surge 
in housing demand in California. Historically there has been a strong accelerative link 
between migration and new residential construction. In California, where new housing 
supply has been constrained in recent years by a number of factors, prices of the existing 
housing stock have lately been bid up at a rapid rate. Given the weakness of California’s 
economy during 2001-2002, it is unlikely that this surge in migration will persist. The 
migration projections in this report from 2002 onward occupy a middle range consistent 
with the pre-2000 experience. 

Information Technology 

California’s information technology (IT) sector is in a very early stage of recovery 
in production, sales, and investment. But with limited profitability, cost control has 
become the industry norm. An important consideration in the next phase in California 
will be the industry’s willingness to place incremental business and jobs in the state. 
California is still comparatively expensive as a place to operate, compared with less 
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costly locations in other states. When the aerospace industry faced a similar decision 
over a decade ago, California was the loser: employment in the state’s aerospace sector 
declined much more than the federal defense budget. 


Chart 1 

California General Fund Revenues 
Compared with the Stock Market 
(Jan. 1990 Through Aug. 2002, Seasonally Adjusted) 

($ Billion) (Index, 1941-43=10) 



The state budget situation, a multi-year structural deficit, will likely be prolonged 
if not fundamentally improved. California state tax revenues during the current fiscal 
year, 2002-2003, will likely be augmented by bond sales and electricity repayments to the 
General Fund. That event would postpone the reckoning for the major part of the 
cumulative budget woes to the following year, fiscal 2003-2004. Although the state’s 
progressive tax system should begin to generate revenues at an accelerating rate by 2003, 
it is unlikely that income growth will soon approach the pace of 1999 and 2000, when 
surging stock market gains boosted state revenues from capital gains. 

Highlights of the California Forecast 
The Short-Term Outlook: Improved 

California’s initially mild downturn became a prolonged slump by mid-2002. But 
the private sector has two prominent bright spots: a robust housing sector that is being 
driven by low interest rates, and renewed growth in the state’s foreign trade. We expect 
to see some improvement in employment growth in 2003. Based on an improving 
national economy, growth of non-farm employment is projected to average 1.5% in 2003 
and 2.4% in 2004. 
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The principal swing sector in the economy in this cycle has been service 
employment, a traditionally strong source of employment growth, which has now become 
a weak spot. Although there are many components to the service sector, the driving 
factor in this pattern of weakness has been the business services. Such services went 
from being the main engine of California’s late-1990s boom to being the primary factor 
in the dot.com demise of 2001 and 2002. 

Personal income at this point in time is probably not capable of being dragged 
much lower by receding stock market proceeds, and will soon reflect a gradually 
improving labor market outlook. By 2003, income growth will likely exceed the inflation 
rate again. Real income gains of 1.7% and 2.7% are projected for 2003 and 2004, 
respectively. 

The California unemployment rate remained persistently higher than the national 
jobless rate in 2002, and is predicted to remain at a higher level even as it improves. The 
unemployment rate in the state will remain in the vicinity of 6.5% through the middle of 
2003 as a result of relatively subdued job growth and resumed labor force expansion, and 
will improve only modestly to 6.3% in 2004. 

A principal difference between California and the nation in 2001 and 2002 has 
been the weakness of consumer spending in California, partly related to the weakness of 
personal income. Consumer spending in California is approximated by taxable sales, 
which have been declining in marked contrast to the expansion in real consumer spending 
that has kept the national economy above water so far this year. An improved outlook for 
California in 2003-2004 is reflected in forecast growth of 4.9% and 5.9% for taxable 
sales in those years. 

Summary of the Long-Term California Forecast 
Population and Employment 

Population growth will average 1.5% per year from 2001-2020. This is sharply 
lower than the most recent two years, 2000 and 2001, when population increased nearly 
2% annually. A strong surge in migration from both domestic and international sources 
during the 2000-2001 period likely will not be repeated anytime soon in view of 
California’s current economic weakness. These assumptions result in a 2020 California 
population of 45.8 million, about the same as last year's long-term projection. 

Non-farm employment growth from 2001-2020 will average 1.8% per year. 
Similar growth will occur in household employment. 

The unemployment rate, projected to increase from 5.3% in 2001 to 6.4% in 
2002, will gradually return to a near-full employment rate of 5.3% in 2020. 

Personal Income, Taxable Sales, and Building Permits 

Personal income growth during the 2001-2020 interval will average 5.9% 
annually at a compound rate. This assumes an annual growth of 2.9% in real personal 
income and a yearly inflation growth of 2.9%. 
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Taxable sales in California will gradually rebound from the current declining 
trend, and are projected to increase at an annual compound rate of 6.1% from 2002 to 
2020. Real growth of sales will be 3.1% annually with a projected inflation rate of 2.9%. 

In California Policy Options 2002 , we predicted that home prices would in the 
long run become an obstacle to new housing construction. To date that has not happened, 
although because of low mortgage rates, (relatively) high-priced housing is now more 
affordable. The projected annual new home construction for 2002-2020 averages about 
167,000 total units. This supply of new dwellings will not adequately house the 
population to the same material standards enjoyed in most other regions, but California, 
we believe, has compensating advantages. 

Recent Evidence for California’s Economy 
Labor Force, Employment, and Unemployment 

So far, there is no evidence of recovery in the California labor market as an entity 
or most of its major regions. The San Francisco Bay area remains particularly afflicted, 
with the latest data on employment growth in the San Francisco and San Jose MSAs 
depicting a worsening trend. But the jobless rates in those regions appear to have 
stabilized, probably because of a contraction in the labor force. The Oakland MSA 
appears to be the least affected of major Bay Area regions, probably because it is less 
sensitive to dot.com distress. Neither nationally nor in California is there convincing 
evidence that the jobless rate has bottomed out in this cycle. 

California International Trade 

Although the state’s ports remain under the cloud of a potentially disruptive 
strike, available trade data show an increase in dollar value of both exports and imports. 
The trade data on Chart 2 are presented somewhat differently from the format of past 
UCLA Forecast reports. NAICS-based data series on exports, provided to us by the 
MISER project at the University of Massachusetts, now consists of 22 quarterly 
observations, more than enough to allow for seasonal adjustment. Surprisingly, the 
improvement in California exports happened without any contribution from high-tech 
goods, which are the state’s principal product. 
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Chart 2 


Exports of G oods 

California vs. the Nation 


(Index: 1997Q 1=10) 



The Status of the Technology Sector 

Were it not for the disproportionate importance of information technology 
business in the California economy, the state would likely be having a more “normal” 
downturn that would now be ending. 

Business services in California were 9.2% of non-farm employment in January 
2001 (the estimated peak for payroll jobs), compared with the U.S. share of 7.5%. The 
communications and electronics industries employed 2% of the California total, 
compared with the national share of just 1.3%. For instance, in Santa Clara County, 
business services were 16% of total non-farm employment, and communications and 
electronics were 9.3%. Thus, California had a specialization in these sectors particularly 
concentrated in the Silicon Valley economy. 

By most measures, the production and sales of information technology equipment 
resumed growth at a moderate pace during 2002. As shown on Chart 3, world sales of 
semiconductors, generally regarded as the basic building block of this industry, have 
increased. Sales remained sluggish in North America and Europe, but were buoyant in 
the Asian markets. Sales in Japan (currently about 23% of the world market) rose as they 
did in the rest of the Asia Pacific region (about 36.5% of global sales). 
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Chart 3 


World Sales of Semiconductors 
Jan. 1996 to July 2002 

($ Billions) 



l l Americas AsiaPacific 

l l Europe Japan 

In short, most measures of IT industry production and sales activity show an 
incipient rebound beginning in the first half of 2002. Lagging indicators would include 
industry profits and employment. However, with some exceptions, corporate industry 
leaders are continuing to show either weak earnings growth or losses. With the current 
equity market emphasis on profitability (not to mention, transparency), cost-cutting has 
become the IT industry norm. With draconian cost control in effect, and few net new 
business formations, California employment growth has been almost non-existent in the 
major IT categories of electronics manufacturing and software services. 

Construction and Real Estate 

Most indicators of residential real estate in California have been showing a 
gradual cooling trend for several months. Price trends have been mixed, with a cooling 
trend underway in the Bay Area, but continued increases in the Southern California 
medians (as reported by the California Association of Realtors, CAR). The Bay Area 
median price in mid-2002 was about $540,000. In view of the serious weaknesses in 
other aspects of the Bay Area economy, further decline in the median price is likely. Los 
Angeles County home prices continued upward, reaching $286,100 in mid-2002. In San 
Diego County, the median price reached $376,250, possibly a concern in an area where 
per capita income is only about 10% higher than in L.A. County. 

Additional perspective on home prices may be gained from the recent quarterly 
surveys by the Office of Federal Housing Enterprise Oversight (OFHEO), a federal 
agency which uses data from FNMA and FHLMAC to estimate regional and state home 
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price indices. In the June 2000 survey, among the twenty MSAs with the highest annual 
rates of home price appreciation, the top seven were all in the Bay Area. The June 2002 
survey showed no Bay Area MSA ranked among the top 20 in the nation. Thus, although 
Bay Area prices are by far the highest in the nation, they are no longer increasing. 

Residential construction, as measured by building permits, continues to show the 
highest volume in a decade, although it is well below record levels. While low interest 
rates have thus far offset the weak economy in helping to maintain a strong pace in sales 
of residential real estate, the nonresidential sector has become overbuilt, especially in the 
Bay Area. According to the surveys of CB-Richard Ellis, office vacancy rates in most 
major metropolitan areas in California continued to increase during the first half of 2002. 

Personal Income 

Table 1 may help to illustrate why the Bay Area’s technology bust has been so 
painful to the California economy and to the state budget. In year 2000, the per capita 
personal income figures for San Francisco and San Jose were 95% and 87%, respectively, 
above the national average. The jobs lost in the Bay Area, accordingly, reflected this 
much higher level of earnings, which included compensation related to the stock market 
(options and bonuses). 

Buy the Bonds 

Despite California’s current distress - and its special problems in the dot.com 
sector - the state’s propensity to grow faster than the U.S. as a whole, continues. But the 
critical questions are how fast and what the quality of life will be for future Californians. 
Infrastructure in education and transportation will play a critical role in determining the 
answers to those questions. Housing patterns seem destined to change as well; it is 
unlikely that population growth can be accommodated simply by replicating the suburban 
pattern of freeways and single-family residences that developed in the 1940s. The state 
will also need to put its fiscal house in order, as well as, avoiding deficit spending at the 
peak of the business cycle that leads to budget crises in the downturns. 

Still, without discounting California’s problems, the UCLA Anderson Forecast 
remains bullish on the state’s long-term prospects. The state’s high-tech industries will 
recover from the boom/bust cycle. It remains a center of entertainment services. Even its 
once high flying aerospace industry has at least bottomed out and is likely to show future 
growth. Buy the state’s bonds; California is not going away! 
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Table 1 


Per Capita Personal Income 
Major California Metro Areas 



2000 

1999-2000 

2000 

1990 


Dollars 

% Ch. 

Rank 

Rank 

Nation 

29,469 

5.8 

- 

- 

California 

32,149 

8.0 



San Francisco 

57,414 

15.2 

1 

1 

San Jose 

55,157 

20.1 

2 

12 

Oakland 

39,611 

10.6 

13 

17 

Orange County 

34,862 

5.8 

27 

14 

San Diego 

32,515 

7.3 

41 

50 

Ventura 

31,919 

7.2 

45 

31 

Sacramento 

30,252 

6.1 

67 

62 

L.A. County 

29,522 

5.0 

78 

35 

Riverside - S.B. 

23,350 

4.6 

248 

138 

Fresno 

21,121 

4.2 

301 

205 


Source: U.S. Department of Commerce, Bureau of Economic 
Analysis 
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Appendix Table. Summary of the UCLA Anderson Forecast for California 


Personal Income (Bil.$ 
Calif. (% Ch) 

U.S.(% Ch) 

Pers. tnfe'Qlje (Bil. 96$ 
Calif. (% Ch) 

U.S. (% Ch) 

Taxable Sales (Bil.$) 

(%|p) 

(Bil. 96$) 

(%-;pw 

Consume® Prices (%■ j3jj) 

Employment 
Labor Force 
Unemployment Rate (%) 
U.S. 

Total Nonfarm 

Calif. 

U.S. 

Mining^ . 

Construction 

Manufacturing; 

Nondurable 5oo<iS- 
Durable Goods 
'{Ugh- Technology 
Trans. & Public Util. 

Finance, Ins. & R.E. 
Services 


Personal Income, Taxable Sales, and Price Inflation (%Change) 


3.1 
35 9 . 5 
-1.3 
- 0.1 
■ Mo. 8 

-3.9 

294.9 

-7.2 


-1.2 

-6.5 

-5.6 


-1.0 

-3.0 

-0.9 


(Household Survey, 


Nonfarm Employment (Payroll Survey, % Change) 


-0.3 
• 1 
-4.0 


Total Nonfarm 

Mining 

Con s t r u c11on 

Manufacturing 

Nondurable Goods 
; : ^'rable Goods 
.High Technology 
Trans. & Public Util. 

Finahttei ihs. & r . e . 


12359 12153 12045 12159 


12?-43 13129 13595 13991 


Net IiWt|:gratiOn (ThOt/sO 
Population (Thous)- 

(%■■'#) 

Residential Building: 

Permits (Thous. Un.) 
Home Values-LA Us*'- (% Ch) 
Nonfes.Cgfetet. (Mil. 96$) 


Population and Migration 

132 -45 -147 -149 -68 181 114 

31085 31481 31727 31916 32130 32555 32978 

1.9 1.3 0.8 0.6 0.7 1.3 1.3 

Construction Activity and Home Values 


11733 13810 


10 














































